This study examines the impact of two dimensions of the government, namely, size and quality, on two dimensions of the financial sector, size and efficiency, in a cross section of 71 economies. The study finds that increased quality of the government as measured by governance and legal origin positively influences both financial sector size and efficiency. The size of the government proxied by government expenditure and the government ownership of banks has a negative effect on financial sector efficiency, and a positive impact on financial sector size, particularly in the low income economies. 
Introduction
Since the seminal work of La Porta, Lopez-de-Silanes, Shleifer and Vishny (1997) which examines the relation between a country's legal origin and investor protection, there has developed a growing literature on law, governance and finance. La Porta et al. conclude that countries with English Common law origin provide the highest investor protection while countries with French law origin provide investors with the least protection. Beck, Demirguc-Kunt and Levine (2003) examine the association between legal origin, initial endowment and financial development. They show that both legal origin and initial endowments are important in determining institutional structure that contribute to financial sector development. Levine (1998 investigating the relation between legal systems and financial sector development concludes that countries with superior creditor protection directives have better developed financial systems.
Since the work of McKinnon (1973) and Shaw (1973) there has developed a growing consensus on the positive link between financial sector development and economic growth. This positive relation has been supported in the work of King and Levine (1993) , Levine and Zervos (1998) , Beck, Levine and Loayza (1999) , Demirguc-Kunt and Maksimovic (1996) , Cooray (2009 b) among others. Arestis and Demetriades (1995) show that the relationship between finance and growth may reflect differences in institutional structure between economies. In a similar vein, Chinn and Ito (2005) argue that countries with a higher degree of legal/institutional development are in a better position to benefit from financial liberalization. Barth, Caprio and Levine (2001) in a study that provides a comprehensive database on the government regulation of banks, conclude that government ownership of banks is negatively associated with bank performance and stability. Similarly, La Porta, Lopez-de-Silanes and Shleifer (2002) demonstrate that increased government ownership of a banking system can negatively impact upon financial sector development and economic growth. Andrianova, Demetriades and Shortland (2008) examining the relation between government ownership of banks, institutions and financial development emphasise the importance of institutions for financial sector development. They argue that while the government sector can establish banks to jump start economies with very low institutional quality, governments should build institutions that promote private sector banking. The present study is closely related to these studies that investigate the relation between the government and financial sector.
The distinction between this study and the previous literature is that it differentiates between two dimensions of the government, namely, size and quality, and investigates their impact on two dimensions of the financial sector, specifically, size and efficiency. The government plays an important role in the provision of financial services, particularly, in the developing world. Even in the developed economies where government ownership of the banking system is relatively lower than in the developing economies, the government takes responsibility for regulating the private sector and ensuring that outcomes are within acceptable bounds. If governments attempt to increase their market power, financial sector development maybe constrained due to the disincentive effects of taxes, increased rent seeking and the crowding out effect on private investment. For example, the provision of private credit by a banking system could be low due to large government expenditures, an inefficient legal system or a corrupt bureaucracy. Similarly, interest margins and overhead costs could be high due to inefficient political institutions. The size and quality of the government are therefore inextricably linked to the size and efficiency of a financial system. Consequently, the size of the government is proxied by: (1) the government ownership of banks (see Barth, Caprio Jr. and Levine (2001) , La Porta, Lopez-de-Silanes, Shleifer (2002)); and (2) government expenditure as in Barro (1991) , Barro and Sala-i-Martin (1992) , Devarajan, Swaroop and Zou (1996) , Rousseau and Wachtel (2000) , Cooray (2009 a) . The quality of the government is measured by: (1) legal origin as in La Porta et al. (1998) ; and (2) the level of governance using the dataset compiled by Kaufmann, Kraay and Mastruzzi (2006) .
Using the dataset of Kaufmann et al. a composite governance index is constructed, which is then used to identify four levels of governance -very high, high, low, very low (see Cooray 2009 a) . Ranking the countries by their level of governance this way enables investigating the differential impact of each level of governance (government quality) on financial sector size and efficiency. This is another aspect in which the present study differs from the previous literature. This study focuses specifically on the banking sector of the countries under study, rather than the stock market. This is because, the banking sector comprises a large proportion of the financial sector in most countries in the sample. Given the heterogeneity of the countries in the sample, the regressions are also estimated by grouping the countries by income distribution.
The rest of the paper is structured as follows. Section 2 presents some country characteristics. Section 3 states the hypothesis. Section 4 describes the data. Section 5 evaluates the empirical results and Section 6 summarizes the conclusions. 
Country Characteristics

The Hypotheses
Based on the preliminary findings reported in Table 1 , this study hypothesises that:
1) Government sector size affects financial sector size and efficiency.
2) Government sector quality affects financial sector size and efficiency.
Government sector size affects financial sector size and efficiency
There are two views associated with government involvement in the financial sector.
The development view associated with Gerschenkron (1962) and Lewis(1950) , and the political view associated with Kornai (1979) and Shleifer and Vishney (1994) 2 .
The development view argues that the government can help overcome market failures and promote development through lower costs and increased access to finance, particularly in the developing economies. The political view on the other hand, argues that the government, by pursuing its own political objectives is subject to conflicting interests which can lead to less than optimal outcomes, primarily in economies with weak property rights. This in turn can lead to increased inefficiency by way of increasing interest margins and overhead costs. The political view is supported in the work of La Porta et al. (2002) , La Porta and Lopez-de-Silanes (1999), Lopez deSilanes et al. (1997) . A preliminary analysis of the data reported in Table 1 suggests that, bank assets to GDP and the volume of credit disbursed by the financial sector decreases with the increased government ownership of banks, and that overhead costs and net interest margins increase with the increased government ownership of banks.
Thus, this study goes on to empirically investigate if increased government sector size leads to reduced financial sector size and efficiency.
Increased government sector quality leads to increased financial sector size and efficiency
The importance of the role of institutions in economic growth has been emphasised in the work of Acemoglu et al. (2008) , Barro (1999) ; investor protection in La Porta et al. (1997) ; governance in Cooray (2007 Cooray ( , 2008a . La Porta et al. (1997) , conclude that countries in which legal systems provide proper protection to investors against expropriation by entrepreneurs, are likely to have larger and better developed financial markets. Thus, it can be argued that better institutions, legal systems and improved governance can lead to not only to better developed financial markets but also more efficient financial systems through the better protection of property rights.
Data
The study covers a cross section of 71 countries both developed and developing. See
Data Appendix for greater detail and sources. The sample is selected so as to capture countries at all four levels of governance. However, most data for the very low governance group are not available and these three countries are therefore omitted from the empirical estimation. The data are annual and cover the period 1990-2005.
The dependent variables in the study are the financial sector size and efficiency variables. Financial sector size is measured by: (1) the ratio of deposit banks assets to GDP and (2) domestic credit by deposit banks and other financial institutions to the private sector as a ratio of GDP. The provision of credit by the banking sector to the private sector is also an indicator of the degree of activity of financial intermediaries.
Financial sector efficiency is measured by (1) the value of banks' net interest margin to total assets, and (2) banks' overhead costs to total assets. Increased competition in the financial sector should reduce overhead costs and interest margins. Therefore, if these measures are low it would imply increased efficiency and vice versa. These financial sector indicators are used by Maksimovic (1996), King and Levine (1993) , Levine and Zervos (1996) the degree to which a country's citizens are able to participate in the political decision making process (2) political stability and absence of violence: measures the stability of a government to political violence and terrorism (3) government effectiveness measures the capability of a government to implement effective policies and maintain credibility (4) regulatory quality is the ability of the government to formulate and implement sound policies that encourage private sector participation (5) rule of law is the existence of a good legal system including property rights and enforcement of contracts (6) Share of Private Investment to GDP: As increased government expenditure can reduce competitiveness by crowding out private sector investment expenditure, the share of private investment to GDP is considered. The private investment series is constructed as in Easterly and Rebelo (1996) by subtracting the public investment series from total investment.
Net Secondary Enrolment Ratio: is used as proxy for human capital as in MRW.
Religious Fractionalisation: Licht, Goldschmidt and Schwartz (2005) examine the relation between culture, law and corporate governance and conclude that the formation of laws are determined to a great extent by cultural values. Culture is found to be associated with financial sector development also in Stultz and Williamson (2003) . Therefore the religious fractionalisation measure of (Alesina et al. 2003 ) is employed to capture culture. Religious fractionalistion rather than religion is used as studies find that increased ethnic/religious fractionalisation can impede financial sector development (Beck, Demirguc-Kunt and Levine 2003) .
French Colonialism Dummy Variable:
Given the importance of legal origin in financial sector development and the fact that studies (for example La Porta et al.
1998) find that French legal origin provide investors with the least protection, a colonial dummy variable is created with a value of one assigned to French colonies and a value of zero otherwise.
Latitude: is used as a proxy for geography in several studies (Beck et al. 2003 , La Porta et al. 2002 . Beck et al. (2003) conclude that countries that are closer to the equator have lower levels of financial development to those which are not. Therefore latitude is used as a control variable in the empirical analysis that follows.
The equations are also estimated using the instrumental variables (IV) method, to correct for any potential endogeneity in the model. Instruments used for IV estimation are: the ethnic fractionalisation measure of Alesina et al. (2003) and the population growth rate. These instruments are selected on the basis of She's partial correlation coefficient (1997).
Empirical Results
The following model forms the basis of the empirical analysis:
where F it = financial sector size/efficiency variables for country i in period t. Scandinavian and Soviet legal origin with the English legal origin group as the benchmark group. Similarly, selecting the very high governance group as the reference group, two dummy variables are defined for high and low governance. As mentioned previously, the very low governance group is excluded from the empirical estimation due the lack of most data series.
[ Table 2 , about here]
The variables of key interest are the government sector size and quality variables. The results reported in Table 2 indicate that the coefficients on government expenditure and government ownership of banks are not statistically significant but positive, suggesting that there is some support for the hypothesis that the size of the government positively impacts upon financial sector size. Column (1) of Table 2 indicates that a 10% increase in the government ownership of banks leads to a 2.4% increase in bank assets to GDP and column (4) indicates that a 10% increase in the government ownership of banks leads to a 1.3% increase in private credit to GDP.
Column (2) indicates that a 10% increase in government expenditure leads to a 0.10% increase in the bank assets to GDP ratio. The government quality indicators measured by legal origin show that financial sector development is lower in all regions compared to the benchmark group, English legal origin, except for those countries of German legal origin. In column (1) for example, the estimated coefficients on the legal origin dummy variables suggest that the assets to GDP ratio in countries with German legal origin is [100(e 0.024 -1)] ≈ 2.42% higher than in countries with English legal origin, and 9.24% lower in countries with French legal origin. The coefficients on the French legal origin dummy variables are negative and significant at the 10% level and the coefficients on the German legal origin variables are positive and significant at the 1%, 5% and 10% levels. The Scandinavian and Soviet legal origin dummy variables are not statistically significant. Similarly, the coefficients on the governance dummy variables are negative suggesting that financial sector development is lower in the high governance and low governance groups compared to the reference group which is the very high governance group. The estimated coefficients on the governance dummy variables in column (2) suggest that deposits to assets in countries with 'high' governance are 4.5% lower than in countries with 'very high' governance, and 11.3% lower in countries with 'low' governance than in countries with 'very high' governance. The coefficients on the governance dummy variables are statistically significant implying that governance matters for financial sector development. The initial level of per capita income is important for financial sector development with these coefficients being statistically significant in all equations. Table 3 reports results for the estimation of government sector size and quality and the initial level of per capita income on financial sector efficiency. In columns (1)- (3) the dependent variable is overhead costs and columns (4)- (6) the net interest margin.
The initial level of per capita income is statistically significant in all of the equations.
All legal origin dummy variables except for the German legal origin dummy variables are positive in these equations suggesting that overhead costs and net interest margins in all of these groups except for German legal origin countries are above that of the English legal origin group. Similarly, overhead costs and net interest margins are higher in the high governance and low governance countries compared to that of the benchmark group which is, the very high governance group. All of the governance variables continue to be statistically significant suggesting that governance is important for financial sector efficiency. In column (1), the estimated coefficients on the governance dummy variables indicate that, overhead costs in the 'high' governance group is 3.15% higher and overhead costs in the 'low' governance group is 6.4% higher than in countries with 'very high' governance. Note that in contrast to the results obtained with regard to government sector size in Table 2 , government expenditure and the government ownership of banks exert a significant negative impact on financial sector quality. Column (2) of Table 3 shows that a 10% increase in government expenditure leads to a 0.07% increase in overhead costs and column (5) a 0.08% increase in the net interest margin. The estimated coefficients for the government ownership of banks indicate that a 10% increase in the government ownership of banks leads to a 0.68% increase in overhead costs in column (1) and a 0.66% increase in the net interest margin in column (4). The results suggest that increases in government expenditure and the government ownership of banks lead to increases in overhead costs and net interest margins.
[ Table 3 , about here]
Given the statistically significant coefficients on the French legal origin dummy variables, in Table 4 Table 4 as the other legal origin groups were not found to be significant. As in Tables 2 and 3 (1) and (2) respectively, for the interaction terms for French legal origin-low governance is significant at the 1% and 10%s levels suggesting that the marginal effect of French legal origin on deposits/GDP and credit/GDP is reduced when governance is low. The interaction term for government ownership of banks-low governance is negative and significant in column (2) suggesting that the effect of government ownership of banks on credit /GDP is reduced when governance is low.
The government expenditure-low governance estimates are significant in columns (3) and (4), implying that the effect of government expenditure on overhead costs and net interest margins are increased when governance is low. The introduction of the interaction terms increase the explanatory power of the equations.
[ Table 4 , about here]
Robustness Tests
A number of robustness tests are carried out to ensure that the results are robust, to the choice of estimation technique and variables used. In order to account for the heterogeneity of countries in the sample, the estimation is also carried out by grouping the countries by income distribution. Quah (1996) shows that cross country studies, by grouping countries at different levels of development together could overlook the thresholds of development.
Sample Split
Therefore the estimation is carried out by dividing the countries into 3 groups by income distribution -low income, middle income and high income 5 . For each income group the English legal origin group is the benchmark group. For the low income group, the high governance group is the benchmark group; and for both the middle income and the high income groups, the very high governance group is the benchmark group. The Seemingly Unrelated Regression (SUR) method is used to account for any correlation of the error terms across the equations. Results are reported in Table 5 for financial sector size as the dependent variable.
[ Table 5 , about here]
Per capita income is statistically significant in all equations. The French legal origin dummy variables are negative and statistically significant for all three income groups suggesting that deposits to GDP and credit to GDP is lower in French civil law countries as opposed to British common law countries in all three groups. The
German legal origin variable is positive and statistically significant. The coefficient on government expenditure is positive and significant in the low income group and the governance dummy variables are statistically significant in all income groups. A 10% increase in government expenditure in the top panel leads to a 2.89% increase in bank assets/GDP in the low income group. The government ownership of banks is significant at the 10% level for the high income group in the upper panel of the Table.   Table 6 reports results for financial sector efficiency by income distribution.
[ Table 6 , about here]
The benchmark groups are the same as those for Table 5 . However, note that the government size variables assume statistical significance for all three income groups.
Both increases in government expenditure and the government ownership of banks lead to increases in overhead costs and interest margins. In the low income group top panel for example, a 10% increase in government expenditure will lead to a 0.35% increase in overhead costs and a10% increase in the government ownership of banks will lead to a 1.10% increase in overhead costs. The bottom panel indicates that the net interest margin in the low income French legal origin group is 4.08% higher than in the English legal origin group. The net interest margin in the high income group with 'high' governance is 1.82% higher than in the 'very high' governance group.
Control Variables
In order to ensure that the results are robust to the choice of variables, this section estimates the model with several control variables. The control variables include human capital, private capital, a French colonialism dummy variable interacted with the low governance dummy variable, the religious fractionalisation index of (Alesina et al. 2003) to capture culture and latitude to capture geography.
[ Table 7 , about here]
The overall conclusions obtained above do not change with the incorporation of the control variables. An examination of the control variables show that human capital is important for financial sector development. Interesting is the fact that the religious factionalisation variable is statistically significant in columns (2)-(4). Column (2)
suggests that religious fractionalisation has a negative impact on lending to the private sector and columns (3) and (4) that overhead costs and net interest margins rise with religious fractionalisation. The French colony dummy variable is statistically significant in equations (3) and (4) suggesting the importance of historical factors in affecting financial sector development. The latitude variable is statistically not significant.
IV Estimation
Not only may the government influence financial sector development, financial sector development may influence the volume of government expenditure channelled towards financial sector development. Therefore, this section estimates the model using IV estimation to correct for any potential endogeneity bias in the model and to ensure that the results are robust to the estimation method. Government expenditure is instrumented using the ethnic fractionalisation measure of Alesina et al. (2003) and population growth rate. The instruments are chosen on the basis of Shea's partial correlation coefficient.
[ Table 8 , about here]
The results obtained before are supported with the coefficients on the governance variables assuming statistical significance. Only the German legal origin and French legal origin dummy variables are incorporated in the estimation given that only these legal origin variables were statistically significant. Consistent with the OLS results obtained above, the French and German legal origin coefficients and the governance variables are statistically significant. As before, the results indicate that increases in government expenditure and government ownership of banks will lead to increases in overhead costs and net interest margins and also increases in deposits/GDP and credit/GDP. A Hausman (1978) test is carried out to test for any statistically significant difference between the OLS and IV estimates. There is no evidence of any significant difference between the OLS and IV estimates. The Sargan test (1964) suggests that the instruments are valid and that the model is correctly specified.
Conclusions
This study investigates the effects of government size measured by the government ownership of banks and government expenditure, and government quality proxied by governance and legal origin on financial sector size and efficiency. The results are interesting lending support to the conclusion that both government sector size and quality are important for financial sector efficiency, however, that government quality matters more than the size of the government sector for financial sector size. The results unambiguously support the argument that good governance is a pre-condition for financial sector development -both size and efficiency. The present study shows that countries of German legal origin have higher levels of financial development compared to English legal origin countries. This result is supported in the work of Beck et al. (2001) and Keefer (2005) according to who the German legal system is more conducive to financial sector development in comparison to other legal systems.
Despite that fact that the government size variables are not statistically significant in the overall financial sector size estimations, they are positive, providing some support for the argument that increased government expenditure and government ownership of banks have a positive effect of financial sector size. The size of the government is found to have a significant positive effect on financial sector size in the low income economies. This is a reasonable conclusion considering that in many developing economies, it is the government that sets up banks in unbanked and under-banked areas in the rural sector increasing public access to finance. The private sector is reluctant to set up in rural areas which increases the role of the government in the provision of finance, particularly by way of financing development banks and microfinance institutions. It is also important to note however, that the high government ownership of banks could be due to low institutional quality, suggesting a greater role for institutions to promote development of private sector banking. The conclusion that financial sector efficiency falls with increased government sector size and low governance is also not unreasonable as the continued subsidization of development banks and micro-finance institutions can lead to a lack of competitiveness, and rising overhead costs and interest margins. There is also some evidence that an increase in religious fractionalization leads to a fall in credit to the private sector, and increase in financial sector inefficiency. Human capital is found to have a positive effect on financial sector development. In conclusion, it can be argued that improving levels of governance and legal systems in the countries under study are important for promoting financial sector development.
Appendix
Data Sources: -Level of Governance for 1996: composite index calculated from the governance indicator database of Kaufmann, Kraay and Mastruzzi (1996) and four levels of governance defined for, very high, high, low and very low governance. Two governance dummy variables are created for high and low governance with the very high governance group as the reference group. The very low governance group is excluded from the empirical analysis due to the lack of most data series.
-GDP per capita for 1990: Purchasing Power Parity from the World Development
Indicators.
-Share of Private Investment/GDP average over 1990-2005: constructed from subtracting public investment from total investment. Share of public investment to GDP and total investment to GDP from the World Development Indicators. 74 Notes: Robust standard errors reported within parenthesis. *, **, ***, significant at the 10%, 5% and 1% levels respectively. Instruments used for IV estimation: ethnic fractionalisation and the population growth rate.
